This paper analyzes long-term equilibrium relationships between the Karachi stock exchange index and a group of macroeconomic variables. The macroeconomic variables are represented by the gross domestic product, the consumer price index, M2 and the exchange rate. We employ a multiple regression model to explore such relationships during 1991 to 2012. Our results indicated a "causal" relationship between the stock market and the economy analysis of our results indicates that KSE 100 index has a strong positive impact on GDP and M2 in Pakistan. Whereas it has a negative and significant impact on CPI and exchange rate in Pakistan. Granger causality test shows that KSE 100 index Granger causes GDP, CPI, M2, EXRT, AGRI, FDI and BOT and the direction of causality runs from KSE 100 index to these variables.
1: Introduction -Pakistani stock market and macroeconomic variables
Over the past few decades, the interaction of share returns and the macroeconomic variables has been a subject of interest among academics and practitioners. It is often argued that stock prices are determined by some fundamental macroeconomic variables such as the interest rate, the exchange rate and the inflation. Anecdotal evidence from the financial press indicates that investors generally believe that monetary policy and macroeconomic events have a large impact on the volatility of stock price.
This implies that macroeconomic variables can influence investors' investment decision and motivates many researchers to investigate the relationships between share returns and macroeconomic variables. But it does not mean that stock prices cannot affect macroeconomic variables. To prove this phenomenon we have conducted this research.
Stock exchange performance has attained major role in global economics and financial markets, due to their impact on corporate finance and economic activity. For instance Adjasi and Biekpe (2006) stated that stock exchanges allow firms to attain capital quickly, due to the ease with which securities are traded. Stock exchange activity, thus, plays an important role in helping to determine the effects of macroeconomic activities. Kwon and Shin (1999) and many. But no study was conducted to know the impact of stock prices on macroeconomic variables. That is why, our study seeks to examine the impact of stock prices on macroeconomic variables and for this purpose we have selected KSE 100 index and some macroeconomic variables (GDP, CPI, M2, and EXRT). Karachi Stock Exchange 100 index is used to represent the Pakistani stock market index, because it provides an easy way to inspect the performance of capital market and the economy as a whole.
Pakistan's Equity

The Asset Valuation Model and Pricing of Macroeconomic Factors
The capital assets pricing model was introduced as a model of risk and return by Sharpe (1964 ), Linter (1965 ), Treynor (1962 and Mossin (1966) . It has become the most significant theory of the link between risk and return in asset pricing. This was renowned by the works of Black, etc. al., (1972) and Fama and Macbeth (1973) . The basis of capital asset pricing model is the making of an efficient market portfolio that maximizes return, at a certain level of risk. The expected return of an individual security is based on its risk covariance with the market.
Stock prices and Macroeconomic Variables
We will take in our study KSE 100 index as a measure for stock prices and five macroeconomic variables, namely Gross Domestic Product(GDP), Agriculture production(value added), CPI(as a proxy for inflation rate), exchange rate and M2(as a measure of money supply) and balance of trade(BOT). We will suppose following relationships between stock prices and macroeconomic variables:
Stock prices and GDP
We will suppose here a positive relationship between stock prices and GDP.
Stock prices and CPI
We are taking here CPI as a proxy for inflation and we are going to propose a negative relationship between stock prices and CPI here.
Stock prices and Exchange Rate
We are going to propose a negative relationship between stock prices and exchange rate in our study.
Stock prices and Money Supply
We are going to propose a positive relationship between stock prices and money supply.
Methodology and Data
Data
The variables which we use to represent Pakistan's stock market and its output, inflation, money stock and exchange rate are respectively the KSE 100 Index, the gross domestic product (GDP), the Consumer Price Index (CPI) , a broad money supply (M2), and the exchange rate (EXRT). In our study we sourced data from the World Bank and from the Financial Database website. Data on GDP, Agriculture value added, CPI, Broad money (M2), and Exchange rate were taken from the World Bank's World Development Indicators while the data for KSE 100 Index was gotten from the Financial Database website. Therefore all the data used is secondary in nature.
Empirical Methodology
Because in our research we have used time series data, so regression analysis was employed to be able to examine if any significant relationship exists between KSE 100 Index and macroeconomic variables(GDP, CPI, M2, EXRT, BOT and FDI). The models in our study are estimated using the coefficient of independent variables and their level of significance. These tests present an empirical podium for simplification in this study. In our model we have used four models of the form: 
Analysis of Results
Augmented Dickey Fuller test ADF with Intercept: Table 1 presents the results of ADF test with intercept. The critical t-value at 10% level is -2.65. The results show that KSE series is not stationary at levels, because ADF < t-value here. So we have taken its first difference and after differencing once, it became stationary. So its order of integration is I (1). Series of GDP is stationary at levels. So its order of integration is I (0). Series of AGRI is also stationary at levels. So its order of integration is I (0). Series of CPI became stationary after differencing two times and its order of integration is I (2). Series of M2 and FDI are also stationary at levels and their order of integration is I (0). Series of EXRT became stationary after differencing once and its order of integration is I (1). Series of BOT became stationary after differencing two times and its order of integration is I (2). Table 2 presents the results of ADF test with trend and intercept. The t critical value at 10% level is -3.2856. The results indicate that KSE is stationary at first difference and its order of integration is I (1). GDP, CPI, M2 and EXRT are stationary at second difference and their order of integration is I (2). Only two series, AGRI and BOT are not stationary.
ADF with Intercept and Trend
Multiple Regression Analysis
We have four models to analyze in our study. The results of each model are presented below Regression Results of Model 1 Our first model is GDP = α 0 + α 1 KSE + α 2 CPI + α 3 AGRI + et In first model, we have focused on the impact of KSE 100 index on GDP. In this model GDP is the dependent variable and KSE 100 index along with CPI and Agriculture Value Added are the independent variables. The Regression estimates show that, the coefficient of KSE 100 index is positive and significant. It means when KSE 100 index price increases GDP also increases. This is so because, when KSE 100 index price increases, wealth of investors increases. So, investment and consumption also increases and in this way GDP also increases. The results also indicate that CPI has a negative but less significant impact on GDP and AGRI (Agriculture value added) has a positive and significant impact on GDP. This is so because Pakistan is basically an agrarian country and agriculture production plays an important role in enhancing its GDP. R-squared and Adjusted R-squared are 0.99. Its mean 99% variation in GDP is due to these variables. DW statistics is 1.84 which shows there is no multicollinerity. So, our estimated model becomes GDP = -178756.7 +83.67487 KSE +-9813.813 CPI + 5.379802 AGRI Regression Results of Model 2 Table 5 .7 presents the regression results of model 2. The model is CPI = α0 + α1 KSE + α2 M2 + α3 GDP +α4Αgri +et In this model we emphasize on the relationship of KSE 100 index and CPI. CPI is our dependent variable and the explanatory variables are KSE, M2 and Exchange Rate. The results indicate that, the coefficient of KSE is negative and significant at 6%. Its mean KSE 100 index has a less powerful negative impact on CPI in Pakistan. The second explanatory variable is M2. Its coefficient is positive and significant. Money supply has a powerful positive impact on CPI in Pakistan because when money in circulation increases prices of goods will increase. Results indicate that GDP also has a positive and significant impact on CPI in Pakistan. This is so because when production will stronger prices would automatically move downward. The same reason is true for AGRI having a positive significant impact on CPI in Pakistan. R-squared and Adjusted R-squared are 0.99; its means 99% of the total variation in CPI is due to these variables. D.W. statistics is 1.75 which shows there is no multicollenerity in our model. So our model becomes CPI = 30.53 -0.002 KSE + 0.0000195M2 -0.00000704 GDP + 0.0000503Αgri
Regression Results of Model 3
Our third model is M2 = α0 + α1 KSE + α2 CPI + α3 EXRT + α4 GDP + et In this model our aim is to identify the impact of KSE 100 index on money supply (M2) in Pakistan. Dependent variable is M2 and the explanatory variables are KSE 100 index, CPI, EXRT and GDP. According to the results, constant is -330064.4. The results indicate that KSE 100 index has a strong positive impact on M2 in Pakistan. CPI has a positive but less significant impact on M2. EXRT has also a positive and significant impact on M2. GDP has also a positive and powerful significant impact on M2. R-squared and Adjusted R-squared are 0.99; it shows that 99% of the total variation in M2 is just because of these variables. 
Conclusion
Our study focused on the impact of KSE 100 index on four macroeconomic variables; GDP, CPI, M2 and EXRT in Pakistan. The study can be concluded in few lines as follows.
In model one we have concluded that KSE 100 index has a positive and significant impact on GDP in Pakistan. In model two, we have concluded that KSE 100 index has a negative impact on CPI in Pakistan. It means that stock prices should remain high in order to cut down inflation. In model three, we have concluded that KSE 100 index has a positive significant impact on supply of money. Finally, in model four, we have concluded that KSE 100 index has a negative significant impact on Exchange Rate in Pakistan.
Policy Implications and Recommendations
The policy implication state that the Macroeconomic factors are not responsive to changes in Pakistani stock exchange prices in spite of the sizable proportion of stock market capitalization as a share of the country's GDP. Hence, predicting stock prices and returns via Changes in stock prices becomes precarious and this affects economic forecast, planning and growth. It thus becomes obvious that the macroeconomic factors might be very sensitive to global stock markets or other salient issues in the Pakistani environment which of course warrants further investigation. Under the light of above results it is highlighted that there is a need of well managed macroeconomic policies in order to obtain the benefits from the capital market. In order to take the full advantage of stock market and carry on with the international markets well managed macroeconomic policies are necessary in which interest rates and inflation rate are thoroughly monitor and try to reduce the value as much possible.
